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DRAFT COMMISSION DOCUMENT ON 
RING FENCED FUNDS UNDER THE SOLVENCY II DIRECTIVE 2009/138/EC
Important note: This document is a working document of the Commission services for discussion. 

It does not purport to represent or pre-judge the formal proposals of the Commission
Having regard to the Treaty (…),

Having regard to the Directive 2009/138/EC (…), and in particular Articles 99 (b) and 111 1 (h) thereof,

Whereas:

(1) Ring-fenced funds can arise in the case of life and non-life insurance and reinsurance activities. 
(2) The existence of profit participation arrangements, whereby profits are allocated to policy holders or beneficiaries should be appropriately reflected in the calculation of the Solvency Capital Requirement. 

(3) Profit participation is not a defining characteristic of a ring-fenced fund. Ring-fenced funds may exist where profit participation exists but equally where it is absent. 

(4) Where the calculation of the capital requirement for a risk module or sub-module of the Basic Solvency Capital Requirement is based on the impact of bidirectional scenarios on basic own funds, for example in the case of interest rate risk, currency risk or lapse risk, the determination of which scenario most negatively affects the basic own funds of the insurance or reinsurance undertaking as a whole should, where relevant, take into account the effects of profit participation and the distribution of future discretionary benefits at the level of the ring-fenced fund. 
(5) The adjustment to the Solvency Capital Requirement for ring-fenced fund arrangements should allow diversification of risks within the ring-fenced fund to be recognised. The adjustment to the Solvency Capital Requirement for ring-fenced fund arrangements should also be based on the assumption that there is no diversification of risks between the ring-fenced funds and the rest of the insurance or reinsurance undertaking, unless that undertaking can demonstrate, to the satisfaction of the supervisory authority, that this assumption is inappropriate. 
TITLE S

INSURANCE AND REINSURANCE UNDERTAKINGS

CHAPTER XX
OWN FUNDS
SECTION XX

RING FENCED FUNDS
Article RFFOF1
(Article 99 (b) of Directive 2009/138/EC)
Ring-fenced funds requiring adjustments
1.
An adjustment to eligible own funds for ring-fenced funds is required if own-fund items within that ring-fenced fund have a reduced capacity to fully absorb losses on a going concern basis due to their lack of transferability within the insurance or reinsurance undertaking because the restricted own funds:
(a)
can only be used to cover losses on a defined portion of the insurance or reinsurance undertaking's insurance or reinsurance contracts; 
(b)
can only be used to cover losses in respect of certain policy holders or beneficiaries; or
(c)
can only be used to cover losses in relation to certain risks.  
2.
The restricted own funds referred to in paragraph 1 shall not include the value of future transfers attributable to shareholders, unless a distribution to shareholders has been declared or approved by the administrative, management or supervisory body, in which case the amount to be distributed shall be excluded from own funds. 
Article RFFOF2
(Article 99 (b) of Directive 2009/138/EC)

Adjustment for ring-fenced fund
1. Insurance and reinsurance undertakings shall adjust own funds to reflect the existence of ring-fenced funds by comparing the amount of restricted own funds within the ring-fenced fund against the notional Solvency Capital Requirement for that ring-fenced fund, calculated in accordance with Article RFFSCR2 (the notional Solvency Capital Requirement).  
2. 
In the case that the restricted own funds exceed the notional Solvency Capital Requirement for that ring-fenced fund, then the amount of restricted own funds in excess of the notional Solvency Capital Requirement shall be excluded from the amount of own funds which are eligible to cover the Minimum Capital Requirement and the Solvency Capital Requirement. 
3.  In the case that the restricted own funds are less than the notional Solvency Capital Requirement for that ring-fenced fund, then the insurance or reinsurance undertaking shall have sufficient transferable own funds within the insurance or reinsurance undertaking to ensure that the Minimum Capital Requirement and the Solvency Capital Requirement are met in accordance with Articles 128 and 100 of Directive 2009/138/EC respectively. 
CHAPTER XX
SOLVENCY CAPITAL REQUIREMENT STANDARD FORMULA
SECTION XX

RING FENCED FUNDS
Article RFFSCR1
(Article 111 1 (h) of Directive 2009/138/EC)
Ring-fenced funds requiring adjustment
An adjustment for ring-fenced funds is required if Article RFFOF1 applies. 
Article RFFSCR2
(Article 111 1 (h) of Directive 2009/138/EC)
Calculation of the notional Solvency Capital Requirement 

1.
Where a ring-fenced fund exists, insurance and reinsurance undertakings shall calculate a notional Solvency Capital Requirement for that ring-fenced fund, as well as for the remaining part of the undertaking, in the same manner as if the ring-fenced fund were a separate undertaking.

2.
Where the calculation of the capital requirement for a risk module or sub-module of the Basic Solvency Capital Requirement is based on the impact of a scenario on the basic own funds of the insurance and reinsurance undertakings, the impact of the scenario on the basic own funds at the level of the ring-fenced fund shall be calculated. The basic own funds at the level of the ring-fenced fund are those restricted own funds referred to in Article RFFOF1 that meet the definition of basic own funds set out in Article 88 of Directive 2009/138/EC for that ring-fenced fund. 
3.
Where profit participation arrangements exist in the ring-fenced fund, then the following shall also apply:



(a)
Where the scenario would result in an increase in the basic own funds at the level of the ring-fenced fund then the estimated change in basic own funds shall be adjusted to reflect the existence of profit participation in the ring-fenced fund. In this case the adjustment to basic own funds shall be the amount by which technical provisions would increase due to the expected future distribution to policy holders or beneficiaries of that ring-fenced fund. 

(b)
Where the scenario would result in a decrease in the basic own funds at the level of the ring-fenced fund then the estimated change in basic own funds for the calculation of the net Basic Solvency Capital Requirement, as referred to in Article [ALAC2], shall be adjusted to reflect the reduction in future discretionary benefits payable to policy holders or beneficiaries of that ring-fenced fund provided the requirements in Articles [TP6] and [TP7] are met. The adjustment shall not exceed the amount of future discretionary benefits within the ring-fenced fund. 
4.
Notwithstanding paragraph 1, the notional Solvency Capital Requirements for the ring-fenced funds shall be determined by reference to the scenarios under which basic own funds for the undertaking as a whole are most negatively affected. 

5.
For the purposes of determining the scenario under which basic own funds are most negatively affected for the undertaking as a whole, the undertaking shall first sum the results of the impacts of the scenarios on the basic own funds at the level of each ring-fenced fund, calculated in accordance with paragraphs 2 and 3. The totals shall then be added to one another and the results of the impact of the scenarios on the basic own funds in the remaining part of the insurance or reinsurance undertaking. 
6.
The notional Solvency Capital Requirements for the ring-fenced funds shall be determined by aggregating the capital requirements under the scenario referred to in paragraph 5 for each sub-module and risk module of the Basic Solvency Capital Requirement. 
7.
Insurance and reinsurance undertakings shall assume that there is no diversification of risks between the ring-fenced funds and the rest of the insurance or reinsurance undertaking and shall calculate their Solvency Capital Requirement as the sum of the notional Solvency Capital Requirements for the ring-fenced funds and the remaining part of the undertaking.
8.
Where the insurance or reinsurance undertaking can demonstrate to the satisfaction of the supervisory authority that the assumption stated in paragraph 7 is inappropriate in the specific circumstances of the undertaking, the insurance or reinsurance undertaking shall calculate its Solvency Capital Requirement by aggregating the notional Solvency Capital Requirements of the ring-fenced funds and the remaining part of the undertaking to the extent that diversification effects can be observed as between and among the relevant ring-fenced funds or parts of the undertaking.  
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